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The contemporary crisis has brought into 
attention the hedge funds activity, with 
respect to high performance achieved le-
vels, management techniques employed 
and high professionalism of the manage-
ment. Being focused on higher returns to 
the market indices, hedge funds differ 
substantially to traditional investment 
funds through the promoted investment 
strategies. In Europe, prior to the European 
Parliament’s Directive on Alternative In-
vestment Funds Administrators (November 
2010), hedge funds activity has been the 
subject of many controversial financial 
discussions. Alternative investment funds, 
especially hedge funds, private equity funds 
and venture capital funds have been held 
responsible to some extent for the global 
financial crisis. An increased transparency, 
through a more rigorous control on their 
activity, applying common regulations for 
all investment funds operating in the 
European area, provides the circumstances 
for increased financial stability and for a 
limited risk and increased investor 
protection workframe. This study considers the need for market 
regulations on hedge funds activity, while analyzing the defining 
characteristics of adopted investment strategies and their 
performance. The analysis is performed using the comparison 
approach in order to compare hedge funds performance to classic 
investment funds and market indices performance. The analyzed 
time period is 2000 – 2010, in terms of managed assets and 
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1. Introduction 
Being an important component of alternative
investments, along with oprivate equity, venture capital
and real estate funds, and having considerable financial
resources available, hedge funds do not correlate their
strategies with an index or benchmark, their main goal
being to achieve high performance for their qualified
investors, regardless market dynamics. Being directly
linked to return rates, the investment strategies in various
market segments and the trading techniques seek profits
regardless of the general market trend (Jaeger, 2005, pp.
172-173). However, the lack of a comprehensive
regulatory framework allowed hedge funds to maintain a
certain transparency degree on their strategies, while the
positions held are not reported. Reporting semi risks –
VaR based consolidated using „market-neutral”
strategies, exotic options, portfolio rotation – provides a
cropped and reduced image of real risks. The fact that
fund units are treated similar to stocks and bonds allowed
the development of specific indices with complementary or
even better characteristics to traditional financial assets in
terms of return/risk. This last point allowed to be included
in an unconsolidated form in institutional investors’
balance sheets, such as banks. All these issues allowed
the market’s development and provided a slightly distorted
image for hedge funds, namely institutional investors
providing extremely high return rates compared to
relatively low risk levels. 
The basic benchmarking of investment strategies is
essentially aimed to obtain short-term high profit rates by
harnessing a wide range of opportunities in different
markets: using borrowed funds for gaining key positions,
193Carmen CORDUNEANU 
Daniela Liliana TURCAŞ 
 
using derivatives based on financial assets (leverage), 
hedging on currencies, trading long/short equity, providing 
loans where they are less accessible in the money market, 
short-selling, purchasing stocks issued by financially 
distressed companies in order to sell them on profit when 
the issuers recover, using derivatives on speculative 
strategies, investments concentrated on single markets, 
real estate purchasing, investments in metals, energy, 
agriculture or other strategic activity fields (Admec, 
Martellini, & Goltz, 2005). Hedge funds are active global 
investors, operating on certain activity fields and specific 
stock exchanges with high return rates opportunities. 
While classic investment funds do not limit the initial 
investment level to a certain value, most hedge funds 
consider a minimum investment amount of one million 
dollars or more. The specificity of investment strategies 
implies return expectations much higher than 
conventional investment funds’, which usually have as 
performance goal market indices, and therefore when the 
market falls, the loss should be smaller than the reference 
index.  
The study of hedge funds promoted investment strategies’ 
performance in the context of market regulation need has 
become urgent because of the impact on credit, insurance 
and other financial institutions. The research approach is 
interdisciplinary as it considers regulation in the context of 
treating hedge funds units in financial companies’ 
balance sheets, with regard to market profit and loss, 
while using compared analysis and highlighting the 
benefits and disadvantages of the investment process. 
This study tries to identify the impact of hedge funds on 
contemporary capital markets’ functionality, highlighting 
the hedge funds’ performance compared to the 
performance of market indices and specific investment 
funds indices. 
2. Aspects regarding hedge funds  
activity regulation  
Originally designed as a mean of protection against 
adverse developments in the financial market, by 
targeting investments mainly in derivatives, hedge funds 
have become a high performance, significantly increasing 
market, compared to other investment alternatives. The 
reason for operating these funds has two basic strategic 
elements: purchasing impaired, high-risk assets and 
creating liquidity in the financial system. Considering 
t h es e as p ect s, we h a v e wi tnes s ed a n i ncrea se of  more 
than four times of the managed assets. In terms of 
functional similarity between hedge funds and 
conventional investment funds, they are both investment 
means that collectively gather and place investors’ funds. 
The difference consists in the employed investment 
strategies and the regulatory framework applied. 
Worldwide, hedge funds were not strictly regulated, and 
their connection to offshore countries reduces the 
transparency involved. 
In USA, until 2005, hedge funds avoided registration with 
S.E.C. (Security Economic Council), citing legislative 
provisions from “Securities Exchange Act” (1934), 
supplemented by new provisions from “Investment 
Company Act” (1940), updated by Dodd-Frank Act (2010). 
The increased diversification of investors (pension funds, 
credit institutions, insurance companies, foundations, 
universities, etc.) required the review of old regulations by 
adopting “Registration Under the Advisers Act of Certain 
Hedge Fund Advisers” (2005). This latter act was intended 
to generate more benefits from the mandatory registration 
of hedge funds: systemic risk mitigation in financial 
markets, deter fraud, improve standards of investing in 
hedge funds units. Even with these circumstances, 
practice has shown legislative limits regarding the 
meaning of the „customer” concept from the funds 
managers’ perspective. In this category were included only 
the managed funds, without the investors in fund units, 
therefore the administrators managing less than 15 
hedge funds being again exempt from the mandatory 
registration with S.E.C. 
The regulatory differences between mutual funds and 
hedge funds also refer to other essential elements, such 
as the fact that hedge funds are not obliged to:  
•  ensure a liquidity degree for purchased fund units;  
•  ensure the fund units buy-back; 
•  determine the most equitable buy-back price; 
•  determine the procedure of limiting the leverage 
(loans for investment financing); 
•  ensure protection against conflict of interest; 
•  define transparency procedures regarding 
operations and managed assests’ value; 
•  keep cash and equities held with a custody agent. 
The permissive legislative framework that governed the 
activity of alternative investment funds (hedge funds, 
private equity, venture capital) boosted fund managers’ 
desire to preserve the high profits gained by gradual 
relocation of hedge funds to regions with low taxation 
(offshore), known as tax havens (according to Privett 
[2003], Cayman Islands attracted over 80% of all new 
offshore hedge funds). The relocation also sought to 
subordinate the activity to the legal framework 
established in these areas, which generated an increased 
operational opacity.  
There have been continuous efforts to regulate funds’ 
operations, as a result of market request, but to no result 
from the authorities’ part. The global financial crisis in-
creased the participants and governments requirements 
for regulatory measures in order to impose a minimum 
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level of transparency, as the crisis effect amounted up to 
2,300 billion Euro (Hedgebay Trading Corporation 
Nassau), according to IMF’s most recent study. From this 
point of view, the hedge funds market regulation is an im-
portant step toward regaining trust in financial institutions, 
but also in public institutions and regulating and monito-
ring authorities. All financial parties involved (investment 
banks, investment funds, regulating authorities, rating 
agencies, pension funds, insurance companies, etc.) are 
interested in three essential aspects: invested funds secu-
rity, market efficiency and a reasonable cost level, charac-
teristics of a steady and trustful market. 
It is a well-known fact that hedge funds have a major 
influence on national economies. The benign effect (an 
increased liquidity of the financial system) represents just 
one side of the hedge funds’ influence. Through 
aggressive intervention on money and currency markets, 
and also through purchasing major financially distressed 
companies, hedge funds determined significant economic 
and social turmoil. But there is no point of view generally 
accepted.  
While some authors (e. g. Jacquillat, 2008) argue that 
hedge funds have been involved in the onset and 
deepening of the current financial crisis, other authors — 
such as M. Aglietta and S. Rigot (2008) — argue that they 
have not been involved because of their relative small 
number compared to conventional investment funds, and 
their losses were also limited. Thus, the losses recorder in 
2006 by Amaranath fund amounted to 6 billion dollars to 
a NVA of 9 billion dollars, while it has not generated any 
spillover effects on counterparties or other funds. Which is 
the reason hedge funds have been considered as involved 
in the financial crisis?  
At the beginning of the subprime crisis, the hedge funds 
managing financial assets worth 2,000 billion dollars held 
over 80% of the riskiest stocks and over 46% of the total 
CDOs issued, amounting to 1,400 billion dollars (Blundell-
Wignall, 2007). During only three months in the summer 
of 2007, a series of hedge funds specialized in credit 
derivatives (such as Bear Stearns High-Grade Structured 
Credit Fund, Bear Stearns High-Grade Structured Credit 
Enhanced Leveraged Fund) became bankrupt, and by the 
beginning of 2008 other funds (Basic Capital, Bear 
Stearns ABS, CSO Partners, Peloton, Falcons Partners) 
having invested in structured products and derivatives 
have become either bankrupt or ceased reimbursements 
to investors due to lack of liquidity and difficulties in 
refinancing loans. However, IMF has estimated that the 
losses generated by the subprime market were double the 
level of hedge funds market. One can say that hedge 
funds have overestimated the value of credit structured 
products and due to poor regulation they could easily 
conceal the situation of illiquid assets and losses. 
The lack of transparency and the absence of a monitoring 
system have determined the monetary authorities to 
require even more strongly the regulation of Alternative 
Investment Funds activity, in order to protect credit 
institutions’ clients and as a protection means against 
systematic risk. In Europe, in November 2010 the 
European Parliament adopted the Directive regarding 
Alternative Investment Funds Managers AIFM (which 
includes also hedge funds). Subsequently, in December 
2010, the Committee of European Securities Regulators 
(C.E.S.R.) published on their web page an advisory 
material (http://www.cesr-eu.org/data/document/10_1459.pdf), 
in order to centralize the views of all interested Member 
States on their request for assistance issued by the 
European Commission regarding the directive’s 
implementation measures. The effective implementation 
of the directive is estimated to be finalized by 2013. 
However, the regulation of speculative funds’ activity, 
justified by the need of increased global financial system 
stability, encountered the opposition of Great Britain, as 
its intention to protect the interests of London’s financial 
center that concentrates about 80% of European hedge 
funds assets. 
The Directive represents an important step toward the 
financial system reform, being the result of European 
finance ministers’ efforts, that have agreed that the 
European Securities Market Authority (E.S.M.A.) must 
provide a passport to each investment fund outside 
European Union, the fund managers being permitted to 
invest in all 27 states of the European Union through 
single registration, provided that transparency 
requirements are met. The Directive imposes obligations 
regarding registration, reporting and minimum capital 
requirements. In the context of the recent financial crisis, 
these measures are intended to limit the undertaken 
risks.  
Hedge funds manage significant amounts worldwide, and 
the low level of transparency before the Directive’s 
adoption created the perception of an investment 
segment having excessive risks associated in order to 
generate the highest possible return rates. The previous 
regulation level of hedge funds allowed portfolio 
managers to employ a variety of investment techniques 
not available to other investment fund categories (Chan, 
Getmansky, Haas, & Lo, 2005). 
The Directive regulates the maximum leverage, the fund 
managers’ incomes, and depository responsibilities 
regarding the investment funds’ management, ensures 
the investors’ right to compensations, but also introduces 
restrictions regarding assets stripping. This issue has 
aroused particular interest in the negotiations preceding 
the adoption of the Directive, the European Parliament 
insisting on the concept of limited asset stripping. There 
are strict regulations regarding the capital distribution or 
reduction during the first two years after the acquisition 
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(purchase) of a company by a private investment fund, in 
order to discourage speculative takeovers for quick 
profits. For increased transparency and shareholders (and 
also employees and representatives) protection, 
alternative investment funds managers are required to 
publicly disclose their intentions regarding the future 
activity of the purchased companies. The Directive, 
received with concern by the operators of alternative 
investment funds, raises uncertainty about the future 
possibilities of preserving this market’s competitiveness.  
3. Hedge funds’ specific investment strategies  
Hedge funds employ differentiated strategies (Figure 1), 
applied in several markets in order to maximize profits, 
having the following characteristics:   
a) investment strategies applicable to capital markets 
(Equity), which hold several types of operations:  stock 
trading (a1 – long/short), hedging through exploiting 
differences in stock prices by being long or short in stocks 
within the same sector, industry or country (a2- equity 
market neutral) and short sales (a3-short-selling). Equity 
market neutral strategy consists in long or short in stocks 
within the same sector, in order to reduce the market risk. 
It may generate increased leverage as a result of strategy 
financing through borrowed funds for increased 
investment portfolio profitability. Short-selling strategy is 
based on target market decreasing estimates or on over-
rated financial instruments. If these estimates are correct, 
the strategy may generate substantial profits. 
b) Relative Value strategies, intended to generate profits 
mainly from arbitration on financial instruments, often 
picked considering the correlation between them. These 
strategies can be applied to fixed income financial 
instruments (b2- fixed income arbitrage), or convertible 
financial instruments (b1- convertible arbitrage). Basically, 
these strategies are used to effectively benefit from price 
spreads and to eliminate market risk. 
c)  Event Driven is a complex approach in which hedge 
funds managers take significant positions in a certain 
number of companies with significant events such as 
distressed stocks, takeovers, mergers, etc. However, for 
the same issuer may be applied different strategies. For 
example, a certain investment strategy is applied when 
the information regarding a possible merger between two 
issuers is available on the market; this approach will be 
replaced if the information is not valid and the merger is 
unlikely to take place. Basically, the event driven approach 
consists in identifying the proper strategy, for a certain 
moment in time and for a certain major event in the 
activity of an issuer. The most often employed operations 
are  Merger Arbitrage (c1) and Distressed (c2). In this 
latter case, the manager considers stocks of financially 
distressed companies. The investors are mainly hedge 
funds, but also private equity funds, brokerage companies 
and debt management specialized funds. 
d) Strategies applied at state level (global macro), 
intended to generate high profits by taking advantage of 
the opportunities offered by emergent markets. This type 
of strategy seeks changes in government policies that are 
likely to influence on interest rates, exchange rates, etc. 
Generally, these strategies allow fund managers to better 
anticipate market movements and to adequately correlate 
investment yields to risks. 
e) Strategies applicable to futures markets, using 
derivatives (futures and options) on various futures stocks 
or goods markets. 
f) There are also hedge funds focused on complex 
approaches, using various strategies (Multi-Strategy) 
adjusted to financial markets circumstances. The main 
g o a l  i s  t o  c o n s t a n t l y  o b t a i n  p r o f i t s ,  r e g a r d l e s s  f i n a n c i a l  
instruments price, interest rates or exchange rates 
 
  
Figure 1. Differences between hedge funds investment strategies 
 
Source: Soerensen, J.T., Hedge Fund Portfolio Construction, p.57 
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movements. Typically, the risk associated to this strategy 
is significantly lower than the capital market investment 
risk. The strategies’ diversification decreases the volatility 
of hedge funds’ portfolio assets classes, reduces the risks 
and ensures a certain level of profit. These strategies may 
include: arbitrage on fixed income financial instruments, 
classical or convertible (convertible arbitrage), arbitrage in 
case of merger (merger arbitrage), etc. 
Besides the above strategies, there are strategies used by 
funds of hedge funds (FOHF), a hedge fund investing in 
another hedge fund in order to reduce volatility and to 
maintain an investor-attractive return-risk ratio. A more 
stable long-term profit is targeted by combining asset 
classes, as a result of a strategy-mix. 
4. The rise and performance  
of hedge funds market 
The first hedge fund dates back to 1949 (by the founder 
Alfred W. Jones), the characteristics of the investment 
activity and the manager’s performance reward being 
maintained generally constant so far. Managed assets’ 
growth rates and the number of hedge funds are higher 
than those of classic investment funds. Hedge funds 
became common presence in 90s financial London, in the 
last two decades numerous US funds being absorbed by 
the European market. The explanation lies in the 
characteristics of the local investment environment in 
terms of well-regulated and transparent legal system, but 
also on the expertise provided to the management of this 
category of funds. Furthermore, the location of Great 
Britain outside the euro zone has created the opportunity 
to attract additional speculative capital.  
One of the incentives of the hedge funds market has been 
the constantly increasing uncertainty of the financial 
markets by the end of the 60s (floating currencies, 
interest rates, gold price). These developments imposed 
the need to identify the best opportunities for 
remunerating available capital, especially the futures 
markets. In this context, the hedge funds industry 
experienced a strong uptrend, being considered an 
extremely attractive investment segment, but with a high 
associated risk. Table 1 provides an image of the hedge 
funds industry development in the last decade.  
We notice the significant withdrawals during 2008, 
reflected by a strong decrease of managed assets with 
650 billion dollars, compared to the end of 2007. 41% of 
managed assets are located in New York (besides, about 
60% of worldwide hedge funds managed assets are 
located in USA).  
The average annual growth rate of funds number 
(Figure 2) during 2000-2007 was of 14%, the estimated 
 
  
Figure 2. Hedge funds and worldwide managed assets development 
 
Source: IFSL-Research (2009, April), p.1 
 Table  1 
Domains with cost coefficients 
 














Market share (% of total assets) 
2000 410 8 4  52  30 6
2007 2.150 20 2  40  17 21
2008 1.500 20 3  41  17 19
2009 1.700 20 3  41  17 19
Source: „Hedge Funds' Assets up 13 Per Cent in 2009 as Annual 
Performance Return Reaches 10 Year High” 
(www.thecityuk.com) 
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total number of hedge funds by the end of 2009 being of 
9400. The size of managed assets, maturity and number 
of trades consequently increased. 
Considering the managed assets, the ratio between 
mutual fund industry and hedge funds worldwide (Figure 
3) also highlights the continuing upward trend of both 
investment fund categories (excluding 2008) and provides 
an insight of managed assets share that increased from 
3.5% (2000) to 8.7% (QIII 2010).  
Of relevance is also the comparison between managed 
assets variation indices of the two categories of funds 
(Figure 4). 2002 and 2008 are exceptions, showing a 
higher interest in investing in hedge funds units, net 
capital flows being higher than the mutual funds ones. 
The highest growth rate is recorded in 2010 (52%), as a 
result of capital inputs estimated to 79 billion $, attracted 
mainly by pension funds and insurance companies (Global 
indices – Performance, www.hedgefundintelligence.com). 



































Figure 4. Dynamics of hedge funds and mutual funds assets variation indices 
 
 



































































* by 2010 total mutual funds assets are reported for the third quarter for 2010 
  
Figure 3. Mutual funds and hedge funds assets worldwide development 
 
 
Source: data processed by authors according to available information on www.hedgefund.net and www.efama.org [19] 
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investors’ reaction to financial crisis, hedge funds 
reimbursements generating a more severe correction of 
asset volume compared to mutual funds industry. 
Geographical distribution of the two funds categories 
(Figure 5) presents similarities in terms of weights held. 
USA has over 50% and Europe over 20%, being leaders of 
the investment funds industry, although in USA the hedge 
funds managed assets represent 68%. 
 
In Figure 6 is described the hedge funds’ performance, va-
luated using the composite index (Investhedge Composite 
Index) compared to stock exchange index S&P500. 
The chart from Figure 6 presents the annual profitability (%) 
of the two indices and highlights the investment characte-
ristics of hedge funds, respectively a lower volatility relative 
to direct investments on capital markets. The Investhedge 
Composite Index outperformed S&P500 during 2000-2002 
and 2006-2009 (the decrease is less steep during financial 
crisis). A global image of some of hedge funds’ investment 
strategies performance is described in Annex.  
In addition to assessing performance in terms of annual re-
turn, an essential component is given by the risk associated 
to achieved performance. One of the most suggestive and 
synthetic presentations is the compared charts for cumu-
lated developments (during December 2000 – December 
2009) of Hennessee  Hedge Fund Index – HHFI, compared 
to stock exchange indices Dow Jones Industrial Average - 
DJIA, S&P500 and Nasdaq (Figure 7 and Figure 8). 
By the strategies employed, the hedge funds demonstrate 
the ability to provide the best return risk ratio, compared to 
direct investment in capital market. In Table 2, the hierar-
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Figure 5. Hedge funds and investment funds 
management location according to 
managed assets share 
 
Source: IFSL Research, “Hedge funds 2009” and “Hedge funds 
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Figure 6. Hedge funds performance vs. S&P500performance 
 
 
Source: www.hedgefundintelligence.com and http://finance.yahoo.com/ 
 Table  2 
Performance hierarchy based on return-risk criterion 
 
Index Return/Risk
Hennessee Hedge Fund Index  +0.96 
Nasdaq  -0.21 
S&P500  -0.16 
Dow Jones Industrial Average  -0.06 
Source: data processed by authors, based on Hedge funds 
outperform in the “lost decade”(http://www.thecityuk.com 
/media/2358/Hedge_Funds_2010.pdf) 
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described above, during 2000-2009, is as follows. 
It is important to evaluate performance in terms of 
cumulative returns over a period of 11 years (2000-
2010), the evolution of the four indices above being 
presented in Figure 8. The chart shows the hedge funds 
managers’ ability to provide high returns even in adverse 
conditions in the markets, considering the preservation of 
investors’ capital. Since the beginning, hedge funds have 
contributed to increased liquidity, absorption of volatile 
markets’ shocks, decreased financial instruments’ price 
volatility and hence trading costs. The gradual maturation 
of hedge funds’ specific market showed the more 
prominent role they played in the financial environment. 
The representatives of financial markets, such as financial 
experts, regulation authorities, bank authorities, investors, 
acknowledged the fact that hedge funds’ role consists in 
providing liquidity to the system (especially for relative 
illiquid markets: structured products market (example: 
mortgage derivatives), distressed stocks market, 
undertaking and spreading investment associated risks, 
increasing markets’ effectiveness and stimulating the 
financial innovation process. 
 
  
Figure 7. Return-Risk chart - Dec.2000-Dec.2009 
 
Source: Hedge funds outperform in the “lost decade” (www.hennesseegroup.com) 
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Figure 8. Cumulative returns of hedge funds’ market index (HHFI) compared to cumulative returns  
of stock exchange indices DJIA, S&P500 and Nasdaq during 2000-2010 
 
Source: www.hennesseegroup.com, Hedge funds outperform in the “lost decade” and 
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5. The relevance of hedge funds’ performance 
measurement indices 
In terms of relevance of hedge funds’ performance 
measurement indices, there are several issues regarding 
potential distortions. Most hedge funds indices reflect 
performance in terms of management reports. The 
problem is that only performing funds are interested in 
providing public reports. On the other hand, there are 
cases when managers, having the intention to promote 
hedge funds industry, include only those funds with sound 
investment strategies. Another issue concerning the 
relevance of these indices regards the relationship 
between the institutions calculating them and funds 
managers. 
In the case of new founded hedge funds, these are not 
included in the specific indices until achieving notable 
performance; therefore the real performance of the 
industry is overestimated. There are also cases when 
investment funds known for their sound performance 
begin to record constant losses, being forced to stop 
operating. Previous performance is still taken into account 
in calculating the indices, while the hedge funds are no 
longer active on the market. 
Another distortion element is the different size of different 
hedge funds. Small investment funds often generate high 
profits, but individual performance measurement within a 
global index is relative to managed assets size (asset 
weighting criterion), hence the industry is not properly 
reflecting individual performances. Below are described 
several index providers for hedge funds industry. 
Credit Suisse Tremont 
These indices (a main index and 13 sub-indices) are 
based on assets weighting criterion strictly for the hedge 
funds. It covers 400 quarterly selected funds based on a 
set of criteria: 
•  minimum value of managed assets: 50 million 
dollars; 
•  audited financial reports; 
•  minimum one year of activity. 
Hedge Fund Research – HFR 
HFR provides the most popular index for hedging funds 
performance (HFRI), including 5000 funds. It reflects the 
hedge fund industry performance by constructing equally 
weighted composites. In addition to the main index, the 
institution calculates other 26 indices reflecting 
speculative funds’ performance and 4 indices for funds of 
funds (HFRI Strategy Definition…). 
Standard & Poor’s 
S&P Hedge Funds Indices are constructed in terms of 
hedge funds’ basic investment policies: arbitrage, event 
driven and directional/tactical strategies. Indices are 
calculated based on data from 30 to 40 investment funds, 
considered to be a representative sample for the industry.  
Barclay – GHS 
The main index (GHS) is constructed using data provided 
by 2500 hedge funds, from which 1500 are funds of 
funds. There are also several secondary indices, 
calculated on fund categories. 
Morgan Stanley Capital International 
The company calculates 190 indices in terms of 
investment strategies, classes of managed assets, 
financial instruments and geographical operational areas. 
While covering a broad spectrum of hedge funds (2500), 
these indices are not widely-known in managers and 
investors practice.  
6. Advantages – opportunities  
vs. disadvantages – risks 
Advantages-opportunities 
As mentioned at the beginning of this study, the 
advantages provided by investment in hedge funds 
consist in the potential high return rates due to various 
investment techniques and strategies applicable on 
multiple markets, generating additional flexibility of the 
investment process. These techniques multiply the profit 
taking opportunities, exploiting also the unfavorable 
market circumstances. For example, using short-selling on 
a bearish market provides benefits for hedge funds, 
compared to classic investment funds that adopt long 
strategies for their investors.  
Another issue is management remuneration. Hedge fund 
managers receive incentives for successful operations, 
incentives that amount up to 20% of the fund’s profits. 
Moreover, these managers invest their own money along 
with investors’ funds, accepting investment risks, but also 
having access to potential profits. Motivational degree is 
high, managers having a performance target regardless 
general market dynamics. By contrast, traditional 
investment fund managers are remunerated with a 
percentage of the assets managed, regardless the 
performance in their management, the performance 
target being set by a stock exchange index. 
Disadvantages-risks 
The various strategies employed by hedge funds imply 
high investment risks compared to conventional 
investment funds having a predetermined investment 
policy (stock funds, money funds, bond funds, balanced 
funds). Another disadvantage, previously mentioned, is 
the accessibility to these investment means, due to the 
high level of initial investment requirements and to the 
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higher administration costs compared to classic 
investment funds. 
Until the global complete harmonization of hedge funds 
regulations to the requirements available for other 
c a t e g o r i e s  o f  i n v e s t m e n t  f u n d s ,  h i g h  t r a n s p a r e n c y  a n d  
liquidity risks are still present. Hedge funds are not 
obliged to provide regular public reports.   
Divesting or transferring of investors’ holdings to hedge 
funds may be subject to restrictions set out for each fund. 
Moreover, there are no standard regulations for setting 
uniform pricing mechanisms of hedge funds units. 
However, in recent time several secondary markets for 
these instruments have developed1, due to hedge fund 
managers’ intention to attract new investors and to 
provide additional liquidity to existing investors. In the 
context of current financial crisis, investors recorded 
considerable losses as a result of disadvantageous sales 
circumstances.  
The general benchmark for pricing fund units on 
secondary markets is given by net asset value (NAV), and 
the trust level is reflected by Secondary Market Index SMI 
index. SMI index reflects the first average or the discount 
(applied to NAV) paid for secondary market traded hedge 
funds, its development for the last decade being 
described in Figure 9. 
Figure 9 shows the impact of the financial crisis on the 
hedge funds’ market, the NAV discounted value being up 
to 30%, representing basically the price an investor is 
willing to pay for participating to a hedge fund. Although 
an unrestricted market (in terms of traded instruments or 
                                                 
1 have been created by the mid 90s, the generic investors trading the 
secondary market being funds of funds. Subsequently, the 
categories of participants extended to other investment funds, 
credit institutions, pension funds, foundations etc.  
categories of participants), the inception and development 
of hedge funds secondary market was a benign initiative 
for all participants. 
7. Conclusions  
The historical evolution of hedge funds market has been 
sinuous, not being an exception to overall developments 
of the investment funds industry. Although there have 
been failures (during 1969-1970, 1970-1974 
respectively), the rise was rapid, the success of these 
funds has been demonstrated in time by higher 
performance in relation to mutual funds. Although the 
number and value of managed assets are lower than in 
the mutual funds segment, hedge funds dynamic reflects 
the importance of alternative investments for institutional 
investors and investors with large financial resources.   
The diversity and the abilities needed to employ the mix of 
investment strategies in order to capitalize any 
opportunity offered by financial markets were the 
elements that have enhanced the level of specialization 
and expertise of fund managers. Providing consistent 
performance incentives has been another motivational 
aspect in developing a sophisticated and complex 
investment environment, well-defined in terms of 
categories of participants to the market.  
Since the beginning, hedge funds have attracted a keen 
interest and controversy in the financial environment, 
Interest in return rates, controversies regarding the 
promoted investment policy and the exception to the 
usual regulations governing the activity of the other 
























































Figure 9. Hedge funds secondary market SMI index evolution 
 
 
Source: data provided by http://www.hedgebay.com/Documents/Chronicle 
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including a hedge fund’s holdings in a portfolio represents 
a way to reduce the portfolio risk and volatility, with the 
possibility to increase its profitability. This option is based 
precisely on the ability of the hedge funds to preserve 
attracted capital and to provide positive returns from its 
activity, effectively capitalizing the opportunities offered by 
the financial markets. 
Multiannual hedge funds performance developments 
have proved their ability to outperform stock exchange 
indices, providing lower risk and volatility compared to 
conventional investment funds. Basically, this industry has 
effectively exploited the advantage of using investment 
techniques restricted to traditional investment funds: 
leverage, short selling, focused investment, financial 
derivatives (Lhabitant, 2002). 
From the perspective of regulating, this category – as a 
legitimate financial stability measure, arises the problem 
of the impact on the future activity of speculative funds. 
Considered as liquidity providers and credited also as 
contributors to the deepening of the financial crisis, hedge 
funds determined, by their unusual nature, the delay of 
restrictive regulations on their activity. However, this is 
contrary to the vision that any financial market, instrument 
or entity must be subject to regulations and supervision. 
The actual regulatory constraints are related to the fact 
that they can be imposed to a greater extent to fund 
managers than to managed funds (those being already 
largely relocated to offshore areas). 
The hedge funds market has become a product of 
financial innovation. The different opinions on the part 
played by hedge funds cannot be reconciled in the current 
subregulatory context. The dull management, the lack of 
performance and risk assessment standards does not 
provide sufficient arguments to consider hedge funds as 
key financial means or as catalyst of financial 
destabilization. Finally, the solution seems to be the 
worldwide harmonization of legislative regulations, with 
the contribution of all regulatory authorities, and the 
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Dynamics of hedge funds market specific indices 
Index 2000  2001  2002 2003 2004 2005 2006 2007  2008  2009 2010
InvestHedge Arbitrage USD 
Index  15.2% 6.8%  3.2% 8.7% 5.3% 4.6% 10.4% 6.7% -17.4%  11.6% 4.9%
InvestHedge Composite Index  9.87% 5.89%  2.39% 9.57% 6.31% 6.91% 9.11% 8.84% -17.13%  9.21% 4.86%
InvestHedge Fixed Income 
Index     10.3% 7.7% 5.5% 8.3% 5.1%  -20.4%  13.9% 9.0%
InvestHedge Global Macro 
Currency $ Index  10.2% 11.4%  7.8% 8.3% 3.1% 3.5% 6.0% 8.8% 2.1%  4.2% 5.1%
InvestHedge Self-Invested 
Fund of Fund Index     10% 5.3% 7.8% 7.7% 9.0% -10.1%  8.2% 4.4%
InvestHedge Commodities 
Index     10.8% 11.2% 13.6% 8.4%  -4.0%  6.0% 5.3%
InvestHedge Distressed Index     16.9% 10.8% 6.1% 11.5% 8.7%  -20.9%  15.6% 7.0%
S&P500  -10.1% -14.4%  -24.3% 32.2% 4.4% 8.4% 12.4% -4.2%  -40.1% 30.0% 19.8%
InvestHedge Emerging 
Markets HedgeUSD Index  -11.3% 10.1%  6.9% 24.1% 16.5% 15.3% 16.3% 16.3%  -21.6% 12.9% 5.1%
InvestHedge Global Equity 
USD Index  10.0% 3.1% -1.4% 8.3% 7.0% 10.0% 10.0% 11.0%  -20.8%  10.9% 5.3%
InvestHedge Leveraged Global 
Multi-Strategy USD Index  23.3% 11.6%  11.0% 22.5% 11.8% 9.1% 14.9% 9.8%  -32.5% 11.0% 8.1%
Source: data processed by authors according to information available at:  www.hedgefundintelligence.com 
 
204